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Introduction:  This short briefing paper is only meant to set forth certain key issues  
involving community association insurance losses, deductibles, reserves and federal tax 
implications.  This paper is not meant to provide tax or legal advice about such matters.  
Also, this paper should be read in the context of the other Supplemental Material that is 
provided for the “Community Association Taxation & Accounting” section of the CAI 
2013 Law Seminar program on “Community Association Financial Management and 
Insurance.” 
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Part One:  Insurance Losses and the IRS 
 
1.1 Insurance Losses:  See IRS Publication #547, Casualties, Disasters and 

Thefts for use in preparing 2012 Tax Returns,   http://www.irs.gov/pub/irs-
pdf/p547.pdf 

 
Also, the IRS cites “Other Items Related to Publication #547” at this link 
http://www.irs.gov/uac/Other-Items-Related-To-Publication-547 
 
Excerpts from #547 are next: 
 
++++++++++++++++++++++ 
 
Introduction 
This publication explains the tax treatment of casualties, thefts, and losses on deposits. 
A casualty occurs when your property is damaged as a result of a disaster such as a 
storm, fire, car accident, or similar event. A theft occurs when someone steals your 
property. A loss on deposits occurs when your financial institution becomes insolvent or 
bankrupt 
 
Casualty (as defined) 
 
A casualty is the damage, destruction, or loss of property resulting from an identifiable 
event that is sudden, unexpected, or unusual.  A sudden event is one that is swift, not  
gradual or progressive.  An unexpected event is one that is ordinarily unanticipated and 
unintended.  An unusual event is one that is not a day-to-day occurrence and that is not 
typical of the activity in which you were engaged.  Generally, casualty losses are 
deductible during the taxable year that the loss occurred.  See Table 3, later. 
 
Deductible losses. Deductible casualty losses can result from a number of different 
causes, including the following. 

• Car accidents (but see Nondeductible losses, next, for exceptions). 
• Earthquakes. 
• Fires (but see Nondeductible losses, next, for exceptions). 
• Floods. 
• Government-ordered demolition or relocation of a home that is unsafe to use 

because of a disaster as discussed under  
• Disaster Area Losses, later. 
• Mine cave-ins. 
• Shipwrecks. 
• Sonic booms. 
• Storms, including hurricanes and tornadoes 
• Terrorist attacks. 
• Vandalism. 
• Volcanic eruptions. 
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Nondeductible losses. A casualty loss is not deductible if the damage or destruction is  
caused by the following. 
 

• Accidentally breaking articles such as glassware or china under normal 
conditions. 

• A family pet (explained below). 
• A fire if you willfully set it, or pay someone else to set it. 
• A car accident if your willful negligence or willful act caused it. The same is true if 

the willful act or willful negligence of someone acting for you caused the accident. 
• Progressive deterioration (explained below). However, see Special Procedure for  

Damage From Corrosive Drywall, later. 
 
Progressive deterioration. Loss of property due to progressive deterioration is not de- 
ductible as a casualty loss. This is because the damage results from a steadily 
operating cause or a normal process, rather than from a sudden event. The following 
are examples of damage due to progressive deterioration. 

• The steady weakening of a building due to normal wind and weather conditions. 
• The deterioration and damage to a water heater that bursts. However, the rust 

and water damage to rugs and drapes caused by the bursting of a water heater 
does qualify as a casualty. 

• Most losses of property caused by droughts. To be deductible, a drought-related 
loss generally must be incurred in a trade or business or in a transaction entered 
into for profit. 

• Termite or moth damage. 
• The damage or destruction of trees, shrubs, or other plants by a fungus, disease, 

insects, worms, or similar pests.  However, a sudden destruction due to an  
unexpected or unusual infestation of beetles or other insects may result in a 
casualty loss. 

 
Insurance and Other Reimbursements 
 
If you receive an insurance or other type of reimbursement, you must subtract the 
reimbursement when you figure your loss. You do not have a casualty or theft loss to 
the extent you are reimbursed. 
 
If you expect to be reimbursed for part or all of your loss, you must subtract the 
expected reimbursement when you figure your loss. You must reduce your loss even if 
you do not receive payment until a later tax year. See Reimbursement Received After 
Deducting Loss, later. 
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Failure to file a claim for reimbursement. If your property is covered by insurance, 
you must file a timely insurance claim for reimbursement of your loss. Otherwise, you 
cannot deduct this loss as a casualty or theft.  The portion of the loss usually not 
covered by insurance (for example, a deductible) is not subject to this rule. 
 
Example.  You have a car insurance policy with a $1,000 deductible. Because your 
insurance did not cover the first $1,000 of an auto collision, the $1,000 would be 
deductible (subject to the $100 and 10% rules, discussed later). This is true, even if you 
do not file an insurance claim, because your insurance policy would never have 
reimbursed you for the deductible 
 
+++++++++++++++++++++++++ 
 
1.2 Comment on Assigning and Funding an Association Insurance Deductible 

to an Owner:  Publication #547 explains these three losses [Casualty, Theft, 
Loss on Deposits] from the point of view of an individual experiencing those 
losses.  This is a detailed 19 page publication which includes tables and 
examples.   

 
1.2.1 Allocation:  If the association for whatever reason assigns all or part of the 

community association’s master/blanket policy insurance deductible (or 
catastrophe insurance deductible) to an owner or owners, then those owners 
should be aware of #547.   

 
1.2.2 Guidance:  If the association is self-insured for any reason for a property 

deductible (for any type of peril for which insurance was commercially available) 
and that self-insurance was eventually funded by a special or additional 
assessment, then #547 may be useful, but it does not necessarily provide direct 
guidance. 

 
1.2.3 No Claim Filed:  If the association refuses to file a claim for a property loss that 

is otherwise insured and subsequently assesses the owner for the otherwise 
insured loss, then an owner may not be able to deduct that loss.    
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Part Two:  Insurance Deductibles 
 
2.1 Many Deductibles: Any given community association may be faced with a 

variety of insurance deductibles with not all of them related to property losses 
such as: 

 
• Master/blanket Property  
• Master Policy Applied Per Building 
• Water Damage 
• Ice Dams Applied Per Unit 
• Mechanical Breakdown 
• Conventional Non-residential (e.g. fencing, signage, plate glass) 
• Specialty Property - Buildings (e.g. sky lifts, equestrian facilities) 
• Specialty Property (e.g. foundations, underground piping, paved surfaces) 
• Specialty Property – Residential (e.g. developer installed I&B, fine arts) 
• Flood 
• Wind 
• Earthquake 
• Volcanic 
• Business Personal Property  
• Inland Marine 
• Electronic Data Processing 
• Commercial Auto 
• Crime/Fidelity  
• Directors & Officers Liability 
• Commercial Umbrella (Self-Insured Retention) 
• CGL Deductible (infrequent) 
• Garage Keepers Legal Liability 
• Bailees Liability 
• Employment Practices Liability  
• Pollution Liability 

 
While it is unlikely that an association might be simultaneously faced with any number of 
such deductibles, the fact remains that there are many deductibles. 
 
2.2 Other Restrictions on Recovery:  In addition, there are other restrictions on 

insurance property recoveries including Exclusions, Conditions and Sublimits as 
well as Coinsurance penalties, Margin clauses, concurrent v. successive 
causation issues and so forth. 

 
2.3 Deductibles – Dollars v. Percentages:  In most cases these deductibles are 

dollar amounts, but in the case of “Catastrophe Insurance Deductibles” these are 
usually percentages of the total value of the property (not just the value of the 
damaged property). 
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2.4 Deductibles, Then & Now:  Historically, the Master/Blanket Policy insurance 
deductible was nominal, i.e. in the range of $500 to perhaps $2,500.   Now, such 
deductibles can range from $2,500 to $25,000 with special deductibles for, say, 
water damage, that could range from $25,000 to $100,000.  Percentage 
deductibles for cat insurance (EQ and Wind) is typically 5% to 15% of total 
insured value, e.g. if the total insurable replacement cost of the property was $20 
million and the EQ deductible was 5%, then the EQ deductible would be 
$1,000,000 even if the EQ damage was $250,000.   In this example, therefore, 
the association has a self-insured EQ retention of $1,000,000.  There may also 
be a minimum deductible together with the percentage deductible. 

 
2.5 Governing Documents, Then & Now: Historically, governing documents 

tended to consider only the Master/Blanket Property insurance when discussing 
obligations for funding such deductibles.  All the other possible deductibles, 
generally, were not addressed.  Typically, but not always, these early governing 
documents treated this Master/Blanket deductible as a common expense.  Now, 
governing documents may be silent on funding any kind of deductible.  Similarly, 
some documents assign the deductible to the owner regardless of fault.  State 
legislation may be is silent on the issue of assignment of the deductible. 

 
2.6 Fannie Mae – Seller Guide Excerpt, Quoting Next:     
 
B4-2.2-05, Lender Full Review: Additional Eligibility 
Requirements for New Condo Projects and Newly Converted 
Attached Condo Projects(10/30/2009) 
 
Lenders must review the homeowners’ association projected budget to determine 
that: 
• it is adequate (i.e., it includes allocations for line items pertinent to the type of condo), 
• it provides for the funding of replacement reserves for capital expenditures and 
deferred maintenance at least 10% of the budget, and  
• it provides adequate funding for insurance deductible amounts. 
 
Note: Increased insurance costs have resulted in associations increasing their 
insurance deductible amounts to reduce annual premiums. Insurance deductibles can 
be quite substantial. Fannie Mae does not require a separate budget line item for 
insurance deductibles, but the potential cost of deductibles must be accounted for in the 
budget. Insurance deductibles may be included in the reserve fund or may be a 
separate item. In either case, the lender must determine that the project has the ability 
to fund insurance deductibles. 
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B7-3-02, General Hazard Insurance Coverage (06/28/2011) 
 
Deductible Amount 
The maximum allowable deductible for insurance covering a property (including 
common elements in a PUD, condo, or co-op project) securing a first mortgage loan is 
5% of the face amount of the policy. When a policy provides for a separate wind-loss 
deductible (either in the policy itself or in a separate endorsement), that deductible must 
be no greater than 5% of the face amount of the policy. 
 
Treese Notes on Fannie Mae:   
1. EQ is not mentioned.  Except for properties in Puerto Rico and Guam  

for which Fannie Mae might be involved, Fannie Mae has no EQ insurance 
requirements.  Similarly, Fannie Mae has concern with volcanic action in certain 
geographies which may trigger a coverage issue. 

2. With the exception of Wind, as mentioned above, it would appear that only one 
deductible (for property) is contemplated.   

3. Flood insurance is covered in another section of the Guide and, since that 
insurance is typically only available from FEMA/NFIP, see #2.9 below. 

 
2.7 Freddie Mac – Seller Guide Excerpt, Quoting Next 
 
Single-Family Seller/Servicer Guide, Volume 1 
Chs. 39-45: Property Eligibility 
Chapter 42: Special Requirements for Condominiums 
42.5: Established Condominium Projects (12/14/12) 
         (d)  Project budget requirements for Established Condominium Projects The 
project's budget must be consistent with the nature of the project and appropriate 
assessments must be established to manage the project  

• There must be appropriate allocations for line items pertinent to the type and status of 
the Condominium Project 

• At least 10% of the budget must provide funding for replacement reserves for capital 
expenditures and deferred maintenance based on the project's age, estimated 
remaining life, and replacement cost of major Common Elements 

• There must be adequate funding for insurance deductible amounts 
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Single-Family Seller/Servicer Guide, Volume 2 
Chs. 58-63: Servicing Performing Mortgages 
Chapter 58: Property Insurance 
58.2: Minimum property insurance types and amounts (10/06/06) 
         (c)  Condominiums The condominium owners association must insure common 
elements and property for 100 percent of their replacement cost under a Condominium 
Association Coverage Form of the ISO or equivalent commercial package policy which 
covers, at a minimum, loss from causes identified in the ISO's Commercial Property 
Causes of Loss — Special Form endorsement. Common elements and property that 
must be insured under the condominium owners association's policy include the 
following:  
 

• Building and structures in the Condominium Project 
• Fixtures, machinery, equipment and supplies maintained for the service of the 

Condominium Project 
• Fixtures, improvements, alterations and equipment within the individual Condominium 

Units, regardless of ownership, unless the Condominium Unit owners are required by 
the governing documents to insure these items 

The insurance coverage must provide for loss or damage settlement at replacement 
cost. 
The additional coverages required of PUD homeowners associations are also required 
of condominium owners associations where applicable and available. 
The deductible for fire, water (not caused by flooding) or wind damage to the insured 
improvements (generally designated as "building" in the insurance policy) may not 
exceed 5 percent of the limit maintained for building coverage. 
 
Treese Notes on Freddie Mac: 
1. Freddie Mac addresses the peril of EQ in its Single-Family Seller/Servicer Guide 

at Vol. 1, Chapter 42 and at Exhibit #19 as well at Vol. 2 Section 58.3.1.  
Generally speaking, the sections of the Guide just cited deal with California 
condominium associations and the possibility of waiving a delivery fee if certain 
insurance is in place.   

2. With the exception of Wind, it would appear that only one deductible (for 
property) is contemplated.   

3. Flood insurance is covered in another section of the Guide and, since that 
insurance is typically only available from FEMA/NFIP, see #2.9 below. 
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2.8 FHA – Condominium Processing Guide Excerpt, Quoting Next 
 
2.1.6 Budget / Financial Documents 
 
Review of the financial documents must determine that the budget and operating  
results are sufficient and:      

• Include allocations / line items to ensure sufficient funds are available to maintain 
and preserve all amenities and features unique to the condominium  
project; and 

• Provide for the funding of replacement reserves for capital expenditures and  
deferred maintenance in an account representing at least 10 percent of the  
budget; and 

• Provide adequate funding for insurance coverage and deductibles.  
 
In cases where the budget documents do not meet these standards, a reserve study  
may be requested to assess the financial stability of the project.  The reserve study  
cannot be more than 24 months old.  When reviewing the reserve study,  
consideration must be given to items that have been replaced after the time that  
the reserve study was completed. 
 
3.7.2 Flood 

• The HOA, not the borrower or individual unit owner, is responsible for obtaining 
and maintaining adequate flood insurance under the NFIP on buildings located in 
a Special Flood Hazard Area (SFHA).   

• The flood insurance coverage must protect the interest of borrowers who hold 
title to an individual unit as well as the common areas of the condominium 
project.   

• If the FHA Roster Appraiser reports that buildings in a condominium project are 
located in a SFHA, the mortgagee is responsible for ensuring that the HOA 
obtains and maintains adequate flood insurance on buildings located within the 
SFHA, per the requirements of Mortgagee Letters 2009-37, 2010-43, and this 
Guide. 

 
2.9 FEMA/NFIP RCBAP:  The National Flood Insurance Program (NFIP) has an 
insurance policy for condominiums, Residential Condominium Building Insurance Policy 
(RCBAP). 
 
2.9.1 RCBAP Deductible:  For the RCBAP, a deductible of up to $25,000 can be 

selected. 
 
(1) RCBAP Issue – Limit Requirement & Coinsurance:  The RCBAP limit is 

calculated at insurable replacement cost or $250,000 x’s the number of units.  
Under the RCBAP, if less than 80% of the required limit is maintained, then there 
is a coinsurance problem so there would not be the maximum permitted 
recovery.  This may be an association financial management issue. 
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(2) RCBAP Issue – Limit Requirement & High Valued Property:  If $250,000 x’s 
the number of units still does not equal replacement cost, then a lender could 
require additional insurance of the association or of the unit owner.  This may be 
an association financial management issue. 

 
2.9.2 Federal Banking Laws:  Federal banking laws, however, permit a unit owner’s 

mortgage in a condominium to close with only an NFIP Flood Dwelling Policy. 
 
2.9.3 FHA Flood Insurance:  FHA clearly states, however, that is the obligation of the 

condominium association to have flood insurance.  See #2.8 above. 
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Part Three:  Funding Insurance Deductibles in the Association’s Budget or 
Reserve Fund 
 
3.1 Tax Issues – Insurance Deductibles As a Common Expense*:  This means 

that the insurance deductible would be a line item in the association’s budget and 
maintained in the Operating Statement as an expense line item.  In Part Three, 
when speaking of insurance deductibles, it is only those deductibles that apply to 
First Party Losses, i.e. property losses that are under consideration. 

 
3.1.1 If the Association Files IRS Form 1120-H:  If the association is eligible to file 

IRS Form 1120-H, then maintaining insurance deductibles as an expense line 
item  does not pose a direct federal income tax problem because the revenue 
collected to fund the line item deductible, by definition, would come from exempt 
function income.  The association would have no federal income liability for the 
insurance deductible line item even if there was no draw down on that line item 
during the tax year.  Nevertheless, see #3.4 below which points to the problem 
that the IRS would treat this line item as an expense and not as capital item.  

 
3.1.2 If the Association Files IRS Form 1120:  If the association has to file IRS Form 

1120, then the treating the insurance deductible as an expense line in the event 
that the association did not have any insured losses to apply to that item would 
mean that the association would have excess income at the end of the year.  
Absent any other deductions, then the association might have to pay federal 
income tax on the un-spent insurance deductible line item.  Under IRS Form 
1120, the association would be eligible to use Revenue Ruling 70-604, but that 
would defeat the purpose of building up an insurance deductible fund (especially 
if the association had some type of catastrophe insurance with a percentage 
deductible base on total insured values. 

 
3.2 Solutions to the Potential Tax Issues Involving Budgeting & Maintaining 

Insurance Deductibles 
 
3.2.1 Placing Insurance Deductibles in the Reserve Fund:  This is often suggested, 

but it is subject to drawbacks. 
 
(1) The principal drawback is that placement in a Reserve Fund might hamper the 

board’s discretion in using those monies because of statutory restrictions. 
 
(2) Another drawback is that property related deductibles are subject to annual 

changes depending on the property insurance marketplace and, as such, are 
outside the expertise of most reserve study professionals. 

 
*Association accounting principles, practices and taxation are too lengthy for this paper.  Suffice it to that 
prior to 2009, the primary accounting guidance was in the AICPA publication, Common Interest Realty 
Associations.  In June of that year FASB codified certain reporting standards.  Community associations 
now are found in FASB ASC 972 which part of the material for this CIRMS Program.  
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3.2.2 A Better Possible Solution to the Budgeting & Maintaining Insurance 
Deductibles – Create Three Funds 

 
(1) The AICPA recommends Fund Accounting.  Typically, this is taken to mean for 

most associations should maintain an Operative Fund and a Reserve Fund.  It is 
recommended in this paper that the association consider maintaining a third 
fund, Property Insurance Deductible Fund, instead of using an expense line item 
approach.   

 
(2) A Property Insurance Deductible Fund can meet the interpretation of a Capital 

Item under IRC 118, because the monies held would be used to restore the 
property of the association.   See #3.4 below. 

 
(3) This Property Insurance Deductible Fund approach would give the board more 

discretion and flexibility in establishing and maintaining.  
 
(4) For associations with significant property insurance deductibles because of cat 

insurance percentage deductibles, such a Fund permits better tracking and more 
clearly establishes an accepted accounting purpose (i.e. Fund Accounting for 
possible major capital expenses). 

 
(5) Further, this Fund could also be used to track insurance policy Loss Runs that 

may point to other under or un-insured property issues. 
 
3.3 IRS Technical Issues:  The use of a Three Fund approach has not been tested 

with the IRS.   
 
3.4 IRC 118:  Under IRC Section 118 contributions to capital are not taxable income.  

Therefore funds collected in assessments (or otherwise) and used for items in a 
Reserve Fund are not treated as taxable income to the association.  See IRC 
118 here 
http://www.law.cornell.edu/uscode/text/26/118 

 
 See the article, “Reserves as Capital Contributions,” by Gary Porter, CPA, in 

the Supplemental Material for the CIRMS Program which clearly states that IRC 
118 applies only to funds for capital expenditures and not for operating 
expenses.  The Property Insurance Deductible Fund would not be an operating 
expense. 

 
3.4.1 Today:  As of the CAI 2013 Law Seminar, there is no IRS ruling on placing 

insurance deductible funds in an association’s Reserve Funds or in a Property 
Insurance Deductible Fund. 
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3.4.2 Treasury Regulation 1-118-1 found http://tinyurl.com/c8bh9es provides for 

the following:   
 
“In the case of a corporation, section 118 provides an exclusion from gross income with 
respect to any contribution of money or property to the capital of the taxpayer. Thus, if a 
corporation requires additional funds for conducting its business and obtains such funds 
through voluntary pro rata payments by its shareholders, the amounts so received being 
credited to its surplus account or to a special account, such amounts do not constitute 
income, although there is no increase in the outstanding shares of stock of the 
corporation. In such a case the payments are in the nature of assessments upon, and 
represent an additional price paid for, the shares of stock held by the individual 
shareholders, and will be treated as an addition to and as a part of the operating capital 
of the company. Section 118 also applies to contributions to capital made by persons 
other than shareholders. For example, the exclusion applies to the value of land or  
other property contributed to a corporation by a governmental unit or by a civic group for 
the purpose of inducing the corporation to locate its business in a particular community, 
or for the purpose of enabling the corporation to expand its operating facilities.  
However, the exclusion does not apply to any money or property transferred to the 
corporation in consideration for goods or services rendered, or to subsidies paid for the 
purpose of inducing the taxpayer to limit production. See section 362 for the basis of 
property acquired by a corporation through a contribution to its capital by its 
stockholders or by nonstockholders.” 
 
3.4.3 Internal Revenue Bulletin:  2012-14 here   
April 2, 2012,  

T.D. 9564 

Guidance Regarding Deduction and Capitalization of Expenditures Related to 
Tangible Property 
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VI. Amounts to Improve Property Under §1.263(a)-3T 

B. Determining the unit of property 

2. Buildings and Structural Components 

a. Condominiums and cooperatives 

The 2008 proposed regulations provided that the unit of property for a condominium 
was the individual unit owned by the taxpayer and that the unit of property for a 
cooperative was the individual unit possessed by the taxpayer. The temporary 
regulations provide additional detail defining the unit of property for condominiums and 
cooperatives and provide additional guidance for applying the improvement rules to 
these units of property. The temporary regulations provide that for the owner of a 
condominium, the unit of property is the individual unit owned by the taxpayer and the 
structural components that are part of the condominium unit. Similarly, for a taxpayer 
that has an ownership interest in a cooperative housing corporation, the unit of property 
is the portion of the building in which the taxpayer has possessory rights and the 
structural components that are part of the portion of the building subject to the 
taxpayer’s possessory rights. For both condominiums and cooperatives, however, the 
temporary regulations provide that an amount is paid for an improvement to these units 
of property if the amount results in an improvement to the building structure that is part 
of the condominium or cooperative unit or to the portion of any building system that is 
part of the condominium or cooperative unit. 

F. Restorations 

The temporary regulations retain the casualty loss rule because the rule is consistent 
with the fundamental principle that a taxpayer must capitalize the cost of acquiring new 
property. The casualty loss rule is also consistent with the restoration rules in the 
temporary regulations that require a taxpayer to capitalize the cost of a replacement 
component where it has properly deducted a loss for the component or taken into 
account the adjusted basis of the component in realizing gain or loss. In these 
situations, a taxpayer deducts the amount of the loss, reduces basis in the unit of 
property by the amount of loss, and then incurs costs to acquire a replacement 
component.  
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Thus, the replacement is treated like the acquisition of new property (that is, the 
replacement of the reduced or eliminated basis), and the amounts paid for the 
replacement is treated as a capital expenditure.  
 
The replacement of property damaged in a casualty may involve the replacement or 
restoration of the entire property or components of that property. In either event, the 
damaged part of the property is treated as retired, the basis attributable to the damaged 
part is removed, and the damaged part is restored or replaced. Thus, costs to restore or 
replace the portion of property for which basis has been recovered are analogous to the 
costs of acquiring new property and must be treated as capital expenditures. 
 
3.5 Possible Conclusions from Treasury Ruling 1-118-1 and IRS Bulletin 2012-

14 and Other Sources 
 
3.5.1 Property Related Insurance Deductibles:  If the deductible is related to the 

reconstruction of the property after an insured loss, then the inclusion in the 
Property Insurance Deductible Fund should be acceptable as a contribution to 
the capital of the association if the insurance deductible is viewed as a source of 
funds for particular property which is not already fully funded.  This has not been 
tested with the IRS. 

 
3.5.2 Fund Accounting:  If the association already uses Fund Accounting for the 

Operating Fund and the Reserve Fund, then it might be advisable to add a 
“Property Insurance Deductible Fund” especially if the deductible is designed to 
fund some or all of a cat insurance deductible thereby creating a fund under an 
acceptable accounting procedure. 

 
3.5.3 Planning for Property Deductible Contingencies:  The association should 

consider evaluating its exposures to uninsured or underinsured property losses 
(of any type) because of insurance deductibles for those perils (i) it is required to 
insure, (ii) for those perils that are probable given its location and related factors 
and (iii) those situations that prudence suggests might arise . 
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